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SISTANT COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTCON, D.C. 20848 ;

February 23,

043165

QRESTRICTED o Mot fo be pelezses suinids the Generat
B-178203 &orount'ng Oifice excspt on the basic of specific appreval
By ihe Gffice of Songressional Relabsng,

The Honorable Edward M. Kennedy
Chairman, Subcommittee on Administrative
i Practice and Procedure i Do)
- Committes on the Judiciary
- United States Senate T A‘*W‘*a P‘B% E
. pagT DAL T ATARAEE
Dear Mr. Chairman: [PERCRATE SS
Your letter of May 17, 1975, requeszad that we indicats the majsr
problems in develeping, implementing, and enforcing the Federzl Energy .
' Rdministration's (FEA's) reguiation of the price of nztural gas liquicds

(NGLs), such as propane, butare, and natural cascline. We examinad
program documents and industry comments ¢n prepesed reculatory changes,
and we interviewed ¢fVicials at FIA Headquar:iers in kWasnington, D.C.,
and the FEA recional office inm Dallas, Teras.

The natural cas liaquid induysiry is a Terge, exiremeiy camnlex
portion of the energy industry. Propane alore is produced im over 789
¢cas processing plants and 250 refineries across the country. Various
processes are used o produce %8Ls, and the processing slanis operate
under differing contractual arrangerents inveliving producers, trans-
norters, and plant cwrers. Tha agreemer s coacerning *he cunership and

eperation of NGL plants are complex and sometimes involve nurerous

participants. )
The Emercency Petroleun Allccation Act of 1973 (Pubiic Law $3-153}
ané the Federal E£nergy Administration Act of 1674 {Public Law 93-275}
iract FEA to regulate and conirol industry pricing of at jeast two

a3 -
NGLs--butane and propare. kowever, the legislation was not specif
and FEA price regulaticns were poorly-suited for appliczticn %o !
plants.” As a result, there was considerable confusion within the
industry. FEA did not implement 2 meaningful compliance and enfercement
procrar: however, they indicated that many processors were either
unaware that the price regulations applied to their sa‘es activities

¢r ynsure as to the effect of the regulations on the prices which could
lsgally be charged for their products.
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In January 1975 FEA implemented regulations taiicred soecifically
te LGL plants and in August 1975 FEA +ook action to azply tha same
regulations retrospectively. Because of the nurercus recuests and
inguiries about the appropriate intercretation and application cof these
regutations, FEA propased amendments to iaclude provisions inadvertently
omitted and to adapt them more specificaliy to cas viant cperaticons.
Also, FEA has recently started some limited compliance audits of aas
processors. FEA officials acknowledced that, althouch the pricinc of
iGLs was one of the most difficuit regulatory questions FEA faced, the
solution tock langer than necessary.

BACKGRCUND

NGLs primarily encompass propane, butane, 2nd natura’l cascline or
mixtures of these and ather hydrocarben ligquids. NGLs are byproducts
of two different types of manufacturirg olants--the gas processing
plant and the crude oil refinery. The cas procsssing plants account
for abeut 70 to 75 percent of domestic NGL production.

Gas processing plants process wet or rich streams of naturzl aas.
A wet or rich gas stream is usually ore which is potentiaily eccnomical
to oreocess for its liguid content. The ratural gas remaining after
processing is termed residue gas. Gas orocessing plants extract liguids
from the wet gas and, by further processing,separate the iiquids into
the various NGL products.

By extracting the liguids from the raw gas stream, the volume and
British thermal unit (Btu) content of the natural gas is reduced. This
reducticn is referred to as shrinkage.

in
e
1

e other manufacturing plant which preduces NGLs as a byesroduct
crude oil refinery. The KGL output of a refinery constitutas
1 percentage of total refinery products.

is th
a sme
The different types of NGLs serve varicus markets. Tre largest

market Tor butare is its use as a refinery blending stock for gasoline.
Butane also is used as a fuel for residential anc cormercial application
and as a refinery feedstock. Propane is used as 2 fuel for residential
and corrercial applications and also tc a Tesser dedree, for a refinery
feediyock. Natural gasoline, with some further processing, is used as
gasaline.

FEA STATUTORY RESPONSIBILITIES OVER MGLs

Both the Federal Energy Administration &ct of 1974 and the Imergency
Petroleum Allecation Act of 1973 charce FEA with the respansibility for
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regulating and controlling refined petroleum prroaucts which were
dafined in the latter act fo include propane ant Hutane.

FEA has contended, for regqulatorv purposes, that all tvpes of
natural gas pracassors are refiners and are, therefore, within the
scope o. the pe troleum price control program. In November 1973 the o, «
Cost of Living Council' first determined that NELs extracted from fee
natural cas were subject to the phase IV petreleum regulations.
Phase IV price controls were continued in essentizlly their initial
form and were in effect when the Congress on Novamber 27, 1973,
enacted the Emercency Petrcleum Allocaticn Act of 1373 under which
FEA new administers the price control raguiatiors.

Section 4{b}{1)(A) and (C) of the Emercency Petreleus Allocation
Act of 1873 states that allocation regulations s*zll provide for the
protaction of public health, safety, and weifare {*ncI ;ding maintenance
of residential heating, such s homes and apariments}: thz naticnal
defense; and maintenance of agricuitural operaticns. Section 4{b)(2)
(A} and (B) of the same act provides:

"In specifving prices***such reguizticns shall
provide for--{A} a dollar-for-collar passthrouch .
of ret increases in the cost of crude 211, resicual
fuel o0il, and refined petrcleun rroducts [which
include butane and propanel to all markaters cr
distributors at the retail level; and {3} tne usa
of the same date in the computation of =markup, marain,
and pas.ed price for 211 marketers or distributors of
crude ¢il, residual fuel oil znd refined cetroleum
products at all levels of marketing and distribution.”

The Federal ;nergy Administration Act of 1972 specifically directed
the Administrator of FEA to provide, by rule, for ecuitabie atlocation of
811 component costis of producing propans cas. Section Qxb}(1?) of tha
act states in part that,

"Respcnsibility fer the administration ¢f the petrolelm oricing reguia-
tions was first placed with the Cost of Living Council (C'C? until
trarsferred to the Federal Erergy Office an Decerter 26, 3. Ca Apriil
30, 1674, the CLC statutery authority expired, but the agef*y vas
extendad by Executive order *o June 30, 1974, On June 27, 1%74, legis-
iation estatblishing the FEA--FEQ's successor agercy--becare effective.
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“Such rules may require that {a) only those costs
directly reilated to the production of prosane may be
-1located by any producer to such gas for gurposes of
stablisning any price for propane, and (b) prices

or propane shall be tased on the prices for propane
n effect on May 15, 1973."
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The wording of the above acts apperently resuliad in FEA experiencing
difficulties in interpreting the intent of the acts. More specifically,
the use of “shall” in the former and "may" in the latter excerpt resulted
in interpretive probiems., The following excerpt from a November 20, 1972,
FEA study on the pricing of NGLs illustrates the difficulty encountered
by FEA in attempting to cope with the law:

NGls.

"Althcugh a grice control mecharism based on orice
increases determined by a mechanism ether than cost
would not foliow the suggestions of the second sentance
of Section 3(b)(11}, FEA is not required by law to adopt
these sugeestions since the language of the Act is
permissive ('Such rules mav reauire ...'). However, a
somewhat greater problem is posed by the first sentence
of Section 5{b}(11). The Administrator 'Shall ... in
administering any pricing authority, provice by rule
for equiteble allocation cf all comoonent costs of
producing propane gas.' (emphasis edded) Although it
may be argued that this language requires FcA 19 structure
its price cantrol mechanism on the basis of cost, the
meaning of the above underlined phrase is far frem
clear. Neither the Act itself nor the conference
report offers any enlightenment on the matter.

"It is a general rule of statutory ccastruction
that a specific provision takes precedence gver the
cenerai provision. The reference to propane in Section
g{b)(11) is specific, and the mandates to oromete price
stability and minimize economic dislccaticn are quite
gereral.

"However, the meaning of Section 5(b}{(11) is very
unclear." 1

Thus, FEA encountered basic difficulties in attempting to reguiate
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DEVE LOP“? QF SPECIFIC GAS
PLANT REGLLATICNS

FEA has contanded that natural cas processors have bean subject
to the rules which apply to crude oil refineries. It was never made
clear, howsver, how the price rules, which did not specifically address
the activities of such producers and processers, should be construed
s0 as to apply to them. A% the same time, FEA officials admit that the
refiner price rules were not suited for regulating the price of NGLs .
produced from natural gas by gas processors. See .appendix 1 for a
chronology of dates ard FEA actions.

Refiner price ruies

The refiner price rules permit crude cil refineries to pass thrcugh
their increased crude cil produyt costs by increasing their product
prices above May 15, 1873, base prices. Urder these rules, natural ¢
pracessors did not have an increased cost of crude oil o pass throu”r
since they refine natural oas and not crude oil. The applicaticn of
the refiner price rules to cas plants would have limited the pFOCESS’TS
to essentially their May 15, 1973, pricas.

In May 71972 the Lirector of FEQ's Refinery Audit Review Pregram
(RARP) oroposed that separate regulations “or gas plants ke adocted.
An analysis ‘urfher sugpor<ing the nead for separate regulations was
cormmglated in July 1974,

New regulaticns nropcsad

In September 1971 FEA jssued a Notice of Proposed Recuiatisns
designed specifically to regulata gas piant operations and the pricing
of NGlLs. FZA held public kearings and rzcaived writien cormments regard-
ing the prepesed reguiztions.

in the proposed regulations FEA stated that the refiner price rules
were not suited for regulating NGLs and that applicaticon cf the ruies
would 1imit Tawful NGL prices to their May 15, 1973, ievels. The
thrust of the praposed reculations was ts orovide for metheds of increas-
ing NGL prices above the May 15, 19873, level.

Among the concerns expressed by FEA in the proposed regulations
were the foilowing: A
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--A short supply could develop from prices that are too
low because it would no longer be economical to extract
the liguids from natural gas.

--1f prices from propane are toe low in relation to
other fuels derived exclusively from crude c¢il,
excessive demand for propane would very iikeTy result,
especially fron segments of the market which nave
not previously Leen using propane.

--The current ruies limit maximun Tawful prices for
prepane produced from natural gas to essentially
their May 15, 1973, prices, but permit propane
produced from crude oil to be priced at higher

Tayelies wunich raflars tha dnecvaszcad ract of ~ruda nil
tCYoig ‘lll\o“ LA I g P . 150 ThHiwl TUJLMN WD b WS Wi VNG A E o
As & result, tlere are sharp differences in maximum Taw-

ful arizes .oa propane.
& prime exampele of price d:saﬁr1by was evident in the saje of propaqe.
ccording to an FEA official, prices charged for this product ranced frem
5 %0 28 cents a zallon.

Industry comments

FEA received cver 150 responses to the proposed reguicticons. Many
industry responses to the zroposed regulaticns stated that NGL price
increases were especially recessary for propane--an essential fuel.

The basic thrust of the incustrv’s cemments was that NGL price increases
were necessary t¢ avoid shortages of these products. Scme resnponses
indicated that if prires were fixed too low the processors would limit
the extraction operations znd leave the propane and liquids in the
Aatural gas stream, thereby reducing supoiv needed by the domestic,
agricultural, industrial, and commercial sectors.

New reculaticns implemented

As & result of the above process and of the industry's cosments on
the need for increased prices, subpart K of 10 C.F.R, Part 212, govern 1ne
cas processors and NGLs, was adopted.

The basic elements of the new reculations included
--establishing adjusted base prices for propane,

butare, and natural gasoline to be applied in
determining aliowable price and cost increases;
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--providing for allowable nonproduct cost increasss
limited to a caximim of cne-half a cent a gallon;
and

--providing for an &llowable increassd sroduct cost
composed 07 the increase in thne price ¢f the
residue gas above the May 1973 price, oroporticnately
assigned to tre liguids removed frcm the gas stream
{shrinkace).
The cost of shrinkage!, accordino to FEA, is the reduction in sales
revenue received from the rnatural gas because of the reduced volure
and B.a content of the gas after procassing,

ha time
2, through
wad that
ficantly

The new reculations bzcara effective January i, 1873, The
from inception of the petraleum price regulaticns, Auaqust 187
Decermber 37, 1974, was iforored. FEA's 1imited audit work sho
during this period, “ha gas plant opera%ors under zudit sicni
increased HGL prices.

(J

After internal deathe*aftsn, FEA issued Rulirg 1975-5 on May
29,71873, to explain how the period before Jaruarv T, 1875, would be
handied. Spacifically, the ruling stated that incrsased costs of
natural gas shrinkage coulZ be passed through as increased product
costs pursuznt to the refiner orice rules. In addition, the ruling
more cleariy described the appTiuauion ef the refirer prics ruies in
determining NGL prices before the January 1, 1975, effective cdate of
the rew regulaticns.

In his statesment befcre the Subcommittee on Adrinistrat ive Practice
and Procecure, Commitiee on the Judiciary, United States Senate, on
June 13, 1375, the Acminisirator of FEA acknowledced that it had
taken tco long to deal with the NGL problem, but said that the press
f other matters unduly delayed FEA ressonse. The Adninistrator added
that:

"The principal rzason for takirg this action was

to put NGL processors on an eguz’ feoting with

their refiner corpetitors. Rigid apoiication of the
refirers' ruies would have weant ‘hat NGL processors

would be held tc May 15, ]O:B, s21ling prices, which
in sore cases were as low as three or feur cents per
callon, while their refiner competitors were aliowed
to increase their prices fc reflect the increased
cost of cruce ofit.

}Qn Decenmbar 5, 1975, FEA lissued a ruling regarding the ccmoutation
of natural gas shrinkage. |
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On August 29, 1975, FEA granted exceotion relief to 211 firms,
other than resellers and retaiiers, who sald “GLs or NGL preducts from
August 19, 1973, *hrough Decemter 31, 197&, tc the extent that these
oroducts vere produced in cas processing nlants. The excepticn
cermitied the reculations e’fe:tzve January 1, 1875, to te apolied
retrcactively. <pec1f1ca:]j tg determing their maximum selling pricas
for these nroducts, firms were ndrmxtted to

2iling price

--use the adjusted Vav
e » regulations;

1
specified in the Janua
~=recover nonproduct cost increases which the
members of the class actually experienced in
197¢ up to 5.0025 2 gallon; and

--disregard certzin rsgulatory crovicions other-
wise applicable to members of the class.

Propcsed arendmen®s

Since the prorulcaticn of the Januarv 1, 1975, NAL recuiations,
FEA received numerous requests and inquiries as to the aporepriate
intersretaticn and rethod of aozlication of the reaviaticons. The
inquiries made apparent the need for certain changes in the 6L requia-
ticns to include provisions which were inadvertently omitied and to
adopt the existing provisiens more snecifically to cas clant operators.
Hith zhis in mind, on Cctober 2%, 1975, FZA prooosed several specific
amenc=ents to the January 1, 1275, NGL regulations. As of February 2,
1676, propesals were still under considerztion, but if adepted will
affect the same price policy reflected in the ¢riginal regyulztions and
will be effective as of Ganuary T, 1975.

S

TENTIAL PRICE VICLATICNS

Gas processors did not comply with tha refiner price rules even
+houch FEA maintained that they were subject to the refiner price
regulations. FEA did not enforze the reculations because they did rot
address the gas processing industries’ rethod of gperaticn. Accor*z*:
ta FEA, enforcement of the refirer price ruies would have nlaced a
financial hardsinip on the industry because virtuallv all cas processcrs
were in viclation beginning with the latter haif of 1973 and continuing
throuchout 1974. Although FEA dges not have estimates of total potential
violations at tne gas orocessor level through epolication of the
refirer price rules, the magnitude would have been substantial.
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The enactment of the January 1, 1975, regulations anc the decision
to appiy them retroactively decrzased the coliar armcunt c¢f the notential
viciations. According to an FEA official, hovaver, potential viclations
are sti11 substantial and cculd total S100 o 5300 miilien. FEA recently
issued an audit plan for NGL prcfucers and initieted investiocations of
21 small producers., According tz an FEA official, these producers urder
investigation account for about & percent of the demestic NGL production.
KNone of these audits has been conleted. :

Since the enactment of spec?fic ¢as plant regulations, two major
petrcleum companies and one other refininc company have challerged
FEA's zuthority to regulate NGL3s. The comoanies have separately filad
suits against FEA and, in brief, contend that FEA deoes not have leoisla-
tive authorisy to regulate NGLs. The companiss seek declaratory ang
irjunctive ralief against FEA's eniorcement of its reaulations o NGLs.

4

ie hope that the Foregeing information will be helpful to vou.

)

Sincerely yours,

Phillip S. Hughes
Assistant Comptrolier Gereral

-9 -

Qv

Béﬁ’f DOSUMET AVAILABLE



CHEGNCLOGY OF

APPENDIX I

FEA'S REGULATION OF lGLs

Time frare

August 1973

Early 1974

(Jan. to Apr.)

May 1974

Septerber 1974

January 1975
fay 1275

August 1975

Septerber 1975

Qctobar 1975

December 1975

s ea e et et miees o % b

SRR
et e
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TEA action

Refiner price rules applicablie to gas
processina plants.

Aware of inadecuacy of refirer orice rules

as reiated to cas processors and NEls.

Director of RARP preposed cdevelopmernt
of separate recutaticns for qas
processors.

Proposed regulations published for
hearircs and written corment.

New rzguiations {subpart < of 10 C.F.%.
Part 212} adopted applicatle to gas
processors and NGLs.

Rulinc 1275-6 issued regarding
treatrant of g2s processevs ard
NGLs orior to Jdamuary, 1675.

Grantzed exception to firms selling
NGLs tetween August 19, 1873, and
Decerber 31, 197%; January 1975
regulations were applied refroactively.

Initiaticn of compiiarce audits nf
gas processors tased on January 1975
regulaticns, ruling 1975-6, and class
exception.

Amendrerts proposed 0 reculations
dealing with first sale price, base
price, and increased prcduct costs.

Rulinc 1%75-18 issued regarding
computztion of natural gas shrinkace.





